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Summary 


The economy entered 1972 with expectations of exceeding the real 
growth rate of 6.5 percent achieved in 1971, while maintaining 
external financial stability. Major domestic problems are inadequate 
rice production, inflation, and the need for expanded government revenue. 
The external financial situation, although greatly improved, will 
require careful management of the foreign debt and continued support 
from members of the Consultative Group, scheduled to hold its next 
meeting in June. 


Uncertainty in both the political and the economic policy fields 
continues to be an adverse factor in the climate for foreign 
business and investment. The Constitutional Convention has focused 
attention on the complex problems faced by American business in 
adjusting to the end of parity (i.e. national) treatment in mid-197). 


Despite these disquieting elements, new U.S. and other foreign 
investment--attracted by favorable income, production and marketing 
conditions--is occurring and being planned in several industrial 
fields, notably automotive and mineral production. 


The US in 1971 regained its position as the Philippines' primary 
trading partner. Nevertheless, imports from the US fell sharply 
while Japan further expanded its share of the market. The recent 
realignment of exchange rates is expected to improve the US trading 
position as well as encourage diversification of Philippine export 
markets. 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


Stability in External Payments 


Preliminary estimates show a continued balance of 
payments surplus amounting to $23 million for 1971, 
despite a significant worsening of the trade balance. 
Exports suffered reverses owing to declines in world 
market prices for many Philippine products, the U.S. 
dock strike and other largely external causes. Imports 
expanded by an estimated 9 per cent, and the trend of 
higher import costs is expected to continue in 1972 
when the full effect will be felt of the upward valua- 
tion of the yen and West European currencies with respect 
to the dollar and the peso. 


Other effects of the currency realignment are expected 
to be: a) an incentive to diversify Philippine export 
markets, partly as a result of more favorable terms for 
exports to Western Europe as well as Japan; b) more 
competitiveness for American products in the Philippine 
market; and c) reduced real value of the large ret dollar 
receipts from the U.S. (some $140 million net from trade 
and upwards of $250 million from invisibles in 1971). 
Although not directly related to the currency changes, 
further diversification of Philippine trade may in time 
also result from recently announced opening of trade 
relations with communist countries including China and 
the Soviet Union. 


The problem of substantial debt service payments has 
continued, but scheduled payments of principal in 1972 
($390 million) will be less than in the two previous 
years ($471.5 and $514 million in 1971 and 1970, 
respectively). The legal ceiling on debt service payments 
is forcing the government to seek longer grace periods and 
easier terms. At present the Central Bank will not approve 
foreign loans for which repayment commences prior to 
July 1, 1973, and is being extremely selective regarding 
loans with repayment beginning in the following year. 


In order to achieve the goals of its four-year 
development program, the Philippines seeks a gross capital 








inflow from abroad of $400 to $500 million per year, 
of which $150 to $200 million is sought as official 
aid, i.e. om concessional terms. In calendar 1971, 
total credit availments, including $35 million in 
IMF drawings, reached $352.9 million. New private 
borrowing ($116.8 million availments in CY 1971) 
appears to be running considerably behind estimates 
in the Four-Year Plan where it was projected at over 
$200 million. 


The IMF, World Bank and interested governments 
will be reviewing the Philippine economy and its 
external financing needs in preparation for the next 
Consultative Group meeting, scheduled to be held in 
Tokyo in June. The Japanese have provided the promised 
assistance for 1971-72 of $65 million (subsequently 
revalued to $76 million), while the U.S. is in the 
process of negotiating both a $20 million development 
loan for rural electrification and a Title I PL-480 
agreement for upwards of $25 million as the major 
portions of its pledged assistance. 


Setback in Rice Production; Emphasis on Agricultural 
Development 


The shortfall in rice production last year, and 
predictions of an even greater deficit during the 
current year, disappointed hopes that the Philippines 
had achieved self-sufficiency through development of 
high-yielding varieties of rice. Unfavorable growing 
conditions have contributed to the decline in 
production, but improved government policies and 
programs in agricultural credit, distribution and 
marketing are needed to achieve a significant increase 
in production. Government action, including preparation 
of rice and corn legislation, is being undertaken in 
these areas and related agricultural and rural 
development fields. World Bank loans and USAID pro- 
grams are also contributing to these objectives. 


GNP Growth Targets 


Recovering from the dip in economic growth to 5 


percent in 1970, GNP grew 6.5 percent in 1971 and is 
forecast to continue the upward trend to a 7 percent 
rate in 1972/73 through 1974/75. Manufacturing output 
and construction showed a good recovery in 1971 after 
the post-devaluation doldrums of 1970, while the agri- 
cultural sector limped along,according to preliminary 
reports, at a 2.2 percent production increase for the 
1971 crop year compared to 6.2 percent in 1970. 


The government plans a significant increase in 
public sector investment, notably in roads, electric 
power, irrigation and schools. Together with the new 
focus on rural development, this trend is seen as 
contributing to social as well as economic objectives 
in broadening the distribution of economic benefits. 
Unemployment at an estimated 8.5 percent and under- 
employment estimated to affect more than 12 percent 
of the work force, remain as major social and economic 
problems. The government hopes to encourage labor- 
intensive industries and find other means to improve 
the employment rate, but implementation poses difficult 
problems. 


The government's plans for stepped-up public sector 
investment depend on increased revenues for which new 
tax measures have been proposed to Congress. Since 1972 
is not an election year, some of these measures may be 
adopted. Slowing the scheduled decrease in the export 
tax rate, although unsuccessfully sought last year, 
may also be achieved in the current drive for tax 
revenue. Improved administration is also being pressed. 


Inflation a Continuing Problem 


The Philippines had one of the highest inflation 
rates among Asian members of the IMF during 1971. 
Consumer prices rose 23 percent compared to slightly 
over 20 percent in 1970. Food, especially rice, led 
the increase, and proposals are now being made to 
increase production and improve transportation am 
distribution facilities to help stabilize food prices. 


Higher cost of imports owing to revaluation of 
the yen and other factors will push prices up in 








1972 and some estimates of inflation range upwards of 12-15 percent. 
The effects of the major February 1970 peso devaluation have now 
largely worked themselves out, and government policies, including 
already contracted importation of rice, are also being directed 
toward slowing the pace of inflation. Monetary restraint is expected 
to be continued although there are complaints that this policy is 
hampering expansion of production. Earlier concern that the election 
campaign of 1971 would set off another round of government spending-- 
and upset the gains of the 1970 stabilization program--was largely 
unwarranted. On a calendar vear basis, the national government had 
an estimated deficit of 788 million in 1971 compared to total government 
expenditures of 7,00 million. 


Foreign Investment under Scrutiny 


Committees of the Constitutional Convention and an inter-agency 
government group headed by Board of Investments Chairman Paterno 
have been studying the role of foreign investment in the economy. 
The government study group, with the help of IBRD consultants, is 
completing a comprehensive survey on which it will base conclusions 
regarding the costs and benefits of foreign investment. Policy 
recommendation will be made by the top-level inter-agency committee. 


BOI Chairman Paterno has anticipated the outcome of the 
government study by recommending greater incentives to foreign 
investment in export industries and in pioneer and priority areas. 
He has proposed relaxation of rules, including limits on foreign 
equity share, governing investment in these areas. He has also 
recommended that existing as well as new investment be regulated 
by the BOI. The government's study and recommendations are being 
expedited in order to clarify the issues for the Constitutional 
Convention and to prepare for administrative or legislative action 
by the government. Preliminary results are expected to be available 
in March. 


Meanwhile, uncertainty regarding political developments and 
economic policies, which has for many years been a negative factor 
in the Philippine investment climate, continues. To a considerable 
degree, however, this has been offset by such positive factors as 
profitability, the indigenous private enterprise environment and 
favorable manpower--resources which continue to bring in new 
investment currently in the automotive, mineral, garment and other 
fields. Nevertheless, the full potential for new and mutually 
advantageous foreign investment is not being realized. 


As one example, the major oil companies have avoided investment 
in oil exploration, even in fairly promising offshore areas near 
Borneo where concessions were opened for bidding on February 25. 

The unsatisfactory oil exploration law (which may be replaced by 

a new bill before Congress) is partly responsible, but other factors 
clouding the investment climate are believed equally important. 

The oil companies are also incurring losses in their refining and 
marketing operations in the country owing to a price freeze in the 
face of sharply increased costs, pending action by the Oil Industry 
Commission to establish new prices. 


B. IMPLICATIONS FOR THE UNITED STATES 


Trade Problems and Prospects 


The U.S. in 1971 replaced Japan as the Philippines' primary 
trading partner but Japan greatly increased its lead as a supplier 
of imports ($359 million in 1971 compared to $291 from the U.S.; 
the 1970 figures were $345 and $315 million respectively). The 
U.S. dock strikes were undoubtedly responsible for some of the 
decline in imorts from the U.S.3; nevertheless, they continued the 
absolute downward ~ send of the past three years. 


Sugar export earnings reached $215 million as calculated by 
the Central Bank (up $23 million over 1970) to place it again as 
the country's number one foreign exchange earner. High world market 
prices and continuing 
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large-scale U.S. imports will make 1972 another 
successful export year for Philippine sugar if 
production can be maintained at a high level. 


The prospects for U.S. exports to the Philippines 
have brightened by the improved price competitiveness 
of U.S. vis-a-vis Japanese and West European products 
after devaluation of the dollar, and as a result of 
expanded Ex-Im Bank financing. Equipment for mining 
and metal processing, textile machinery and equipment 
for public works and construction are all good pros- 
pects for 1972. 


The prospect for restoration of import trade in 
several agricultural products and many categories of 
consumer items has been dimmed, however, by a sharp 
increase in Philippine tariff rates for so-called 
luxury categories. While one of the reasons for the 
boost in tariffs was to pa mit lifting of the ban in 
effect on these items since February 1970, the 
government has thus far not decided to do so. Gradual 
and selective lifting of the import ban is expected 
after further study by the responsible government 
agencies, 


Tourism and Civil Aviation Prospects 


For years, tourism in the Philippines has failed 
to develop its full potential and has trailed far 
behind the spectacular advance in many neighboring 
Southeast Asian countries. At least part of the 
reason for this poor performance has been the 
restrictive practice of the Philippine Government 
regarding air traffic rights for U.S. carriers. 
Approximately half of tourist arrivals are Americans 
who would be responsive to promotional activities by 
U.S. carriers if the latter were permitted adequate 
service to the Philippines. 


Efforts to reach a mutually satisfactory bilateral 
air agreement have been unavailing for the past 12 
years, but following informal talks in Manila February 


Il 


21-23 the two sides have agreed to a new round of formal negotiations 
in the spring to try to work out a new bilateral agreement. Increased 
frequencies for U.S. carriers and extensions of the routes served 

by both U.S. and Philippine carriers would be possible under a new 
agreement. 


Plans are under way for a new terminal complex to replace the 
Manila international terminal recently destroyed by fire. Several 
U.S. firms are interested in a package concept for constructing and 
operating the new terminal which, including a new air traffic control 
center, could cost $20 to $30 million. 


Adjustment to End of Laurel -Langley 


The Constitutional Convention has focused new attention on the 
problems raised by the approaching end of parity or national treatment 
for Americans and American-controlled firms in the Philippines. The 
Laurel-Langley Agreement will expire on July 3, 197), and both 
governments have stated that they do not intend to seek its extension. 


The most controversial issue and the one most likely to cause 
problems in adjusting to the end of parity is the treatment of 
existing rights including land holdings, mineral and logging 
concessions, and other spheres of economic activity limited to Filipinos 
or companies at least 60 percent Filipino-owned. 


The American position has been that land ownership is a vested 
right which is not affected by termination of Laurel-Langley. 
However, the Philippine position has been that parity rights have 
not become vested and that Americans will not be able to own land 
in the Philippines after July 3, 197). Litigation in the Philippine 
courts may play an essential part in resolving the land issue. The 
nae of mineral and logging concessions, leases and other contractual 
rights has not been as clearly defined. The American Chamber of Commerce 


of the Philippines has taken the position that they should be allowed to 
run their course wntil their expiration date. 


On the general question of existing rights the U.S. has reiterated 
the need for an adequate framework after 197) for a fair and 
equitable treatment of new and existing investments, and has expressed 
its intention to rely on the Philippine Constitution and laws, and 
on the sense of justice and fairness of Philippine courts, leaders 
and peaple to protkct the r&ghts and interests of American investofs. 


ar A purely economic argument has been made by Americans and many 
Filipinos that in a capital-short country, it would be shortsighted 
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to use local capital to take over existing American investments 
rather than direct it toward urgently needed new investment in all 
sectors of the economy. 


Although there have been reports of measures under study by the 
Philippine Government to ease the transition to the post-197) 
environment for American firms, no definite action has yet been 
announced. 
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